Report on
Return on Asset Value by Trust and
Land Office for State Trust Lands

Fiscal Year 2004

November 2004

Prepared By
Trust Land Management Division
Department of Natural Resour ces and Conservation




i &

. i Kalispel

Forest Management GIS
November 2004

D Land Office Boundary ¥¢ Land Office Headquarters

[ county Boundaries  [JJll oNRe Parcels

0 25 50 100 150 200
Miles

ABBREVIATIONS AND ACRONYMSUSED IN THIS REPORT

ACB — Montana State University 2™ grant
ACI — Montana State University Morrill grant
CS— Common Schools

DDA — Deaf & Blind School

PB — Public Buildings

SM — School of Mines

SNS — State Normal Schools

SRS — State Reform Schools

Univ — University of Montana

A&GB — Agriculture and Grazing Bureau
DNRC — Montana Department of Natural
Resources and Conservation

FMB — Forest Management Bureau
MMB — Minerals Management Bureau
REMB — Real Estate Management Bureau
CLO - Central Land Office

ELO - Eastern Land Office

NELO — Northeastern Land Office
NWLO — Northwestern Land Office

SLO — Southern Land Office

SWLO — Southwestern Land Office




TABLE OF CONTENTS

INTRODUCTION

PRODUCTS AND PRICES

REVENUE, EXPENSE AND ASSET APPRECIATION
SUMMARY

RETURN ON ASSET VALUE BY TRUST LAND

10
20

21



RETURN ON ASSETS—-TRUST LANDSDIVISION

MONTANA DEPARTMENT OF NATURAL RESOURCESAND

CONSERVATION

Introduction. The FY 2004 Return on Assets Report for the Trust Lands
Division contains the earnings on assets for all of the trust beneficiaries for all
revenue earned from resource management for fiscal year 2004 and includes the
Return on Assets for Classified Forest Lands report required by the Montana State
Legidature. The 5.1 million acres of Trust land constitutes the second largest real
estate holding in Montana. The Information published in this report should be
useful in understanding the financial performance of the trust land bureaus.

The report includes two components. One component examines all revenue
sources on the same basis and time frame using a non-legidatively prescribed
method of analysis. The second analyzes the return to Classified Forest Lands
using the method prescribed by 77-1-223, MCA through 77-1-225, MCA.

The Trust Lands Management Division isin the final stages of implementing a
new data management system. The new system continues to improve the data for
the report, although the most significant gains in information occurred last year
and are incorporated in to this report. For this year no significant changesin the
base data such as acreage realignments are needed.  Similar to previous reports,
the datais most accurate at the total trust and land office levels. Thetrust by land
office data estimates are improved and it will continue to be refined as better
quality data that requires fewer estimates becomes available.

The Special Use Bureau has changed its name to the Real Estate Management
Bureau to more accurately reflect the changes to its program and the activities for
which it has responsibility. Land banking legislation has given the Bureau limited
authority to purchase and sell trust lands in order to earn a greater return for the
trusts from the lands. In FY 2004 the Bureau has focused much of its efforts on
generating along-term real estate development plan and rules that would be used
to implement the new program. This new program is an addition to the Bureaus
current program responsibilities. The first transactions to occur under the
auspices of the new program are expected in FY 2005.

Note: Tables do not always balance, particularly when rounded numbers are
being used. Estimating processes have also resulted in some tables not balancing.

Methodology. The methodology used for thisreport isidentical to that used in
the FY 2003 report unless otherwise identified. Changes to methodology are
generaly specific to a particular estimate, are noted when used, and not of a broad
nature.



Productsand Prices. This section discusses the products and prices received by
the different bureaus during the fiscal year and where relevant, it discusses
broader market issues and prices to provide an explanation of issues the particular
bureau isfacing.

Commodity prices were generaly up in FY 2004. The effect of the increased
prices has been to increase production where possible. Even with coal, where the
prices dropped dlightly from FY 2003 levels, production hasincreased. The effect
of the increase in prices as well asin production on most trust lands has been to
increase returns to the trusts both in the form of distributable revenue and in the
increase valuation of trust assets (Seetable 1).

Responding to the current world energy supply and demand situation, the
production of nearly al energy mineralsincreased in FY 2004. FY 2004 saw the
Minerals Management Bureau’ s coalbed methane activity increase substantially.
Production of coalbed methane was up by afactor of three and the number of
producing wells increased from one to six. Production increases occurred for oil,
gas and coal aswell.

FY 2004 saw the implementation of the higher sustained yield harvest level in the
forest management program. The FY 2003 legidative session required that the
FMB increase its annual timber sales from 42 to 50 million board feet until a new
sustained yield could be calculated. The new annual harvest level will be 53.2
million board feet in FY 2005. Two factors have contributed to the higher
production level in FY2004. Higher FY 2004 prices have encouraged production
on existing and new sales. A higher FY 2004 sales target has made more timber
available to purchasers.

Agriculture and grazing revenue was down dlightly in FY 2004 because of a
modest decline in grazing lease revenue. A court decision in FY 2004 struck
down the statutorily mandated preference right for agricultural and grazing
lessees. The Land Board recently adopted new administrative rules that will grant
alimited preference right for lessees to renew their lease if they have managed it
in a prudent and sustainable manner during the previousterm. Future revenues
for the Bureau should improve as the Land Banking program is implemented and
lands with higher returns are

incorporated in the Bureaus Figure 1a
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market price, demand, production costs, the quality of the oil being produced and
long term contractual obligations. Oil production hasincreased in the last three
years in response to both higher prices and an increase in the quantity demanded
by consumers. The increase in production has the impact of increasing the return

on assets for the MM B.

Figurelb

Montana Department of Natural Resources and Conservation
Natural Gas Production on State Trust L ands 2000 - 2004
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Figure 1b shows the production

of natural gasfrom trust lands for
thelast five years. The general
trend in production has been
increasing although 2001 was the
highest natural gas production
year of the period. The continued
increase has, in part been
stimulated by the general increase
in prices.

- Coal

Coal production also has
increased throughout the period
except for 2002. The production
of coal in any one year can vary
substantially as the mining
operations move on and off of
state leases. Thiswasthe
primary reason for the low
production level in 2002. Some
of the coal produced from
Montanatrust lands contains
comparatively high levels of
sodium. This makes the coal

more difficult to use and reduces its market value and marketability.

- Timber

Figure 2a displays the timber harvest from bid sales for the period 2000 to 2004.

Timber harvests fluctuate year-
to-year depending on severad
factorsincluding current price,
expected future price, episodic
events such asfires, and the
availability of logs from other
sources. The harvest for the
period 2000 to 2004 was
heavily influenced by the large
number of salvage harvests that
are required by law to be

Figure2a
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harvested in order to extract as much economic value as possible for the trusts
from the burned timber.  Since the low harvest levels of FY 2001, the harvest
levels have increased every year since and should increase again in 2005 if market
prices remain strong. The growth in 2004 was driven by two factors, the increase
in sustained yield and the very strong increase in prices in the second half of the
year which encouraged harvests of both old and new sales.
Figure 2b
M ontana Department of Natural Resour ces and Conservation Fi gure 2b shows the historic
Annual harvest 194510 2004 harvest level on state lands from
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2004 is shown in Figure 3. The Figure3
i M ontana Department of Natural Resources and Conservation
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ontanatrust land lessees was 10,000,000
wheat which had a production
level nearly 9 times the amount
of the next two highest
agriculture commodities. 100,000
Production levels are important
since they impact the amount 10000
of revenue received by DNRC B et ) ey o
from | essees. Source: Montana Department of Natural Resources and Conservation
B. Prices

Nearly all of the products produced from trust lands are inputs into the production
of another good or asset. Oil and gas are used to power machinery, timber is
made into lumber that is used to build houses, etc. This means that the demand
for nearly al trust land products is the result of activities that occur in other
markets. It isthe price and demand for these market goods that plays a mgjor role
in determining the prices received for trust land outputs. A second major factor
influencing the price is the competition for our goods from other producers of the
same or similar goods. In nearly al of the marketsin which trust lands goods are
sold, the bureaus outputs constitute a small fraction of the total production of the
goods supplied to the market. This means the bureaus can do little to influence
the pricesthey receive, i.e. they are “price takers.” In order to give some
indication of the effect of these influences, the price graphs will include prices of
some other factors that are likely to influence the prices received by the different
bureaus for their products.



- Agricultureand Grazing

In the case of grazing, the prices Figure 3a

X . ) Montana Department of Natural Resour ces and Conservation
recelved for |eases are di reCt|y tied to A Comparison of Beef Pricesand Trust Land L ease Rates

the price of beef. Figure 3ashows
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much the same pattern except the relationship between US and Montana beef
prices changes from year to year. Montana beef prices have generally been above
average US beef pricesin recent years.

- Real Estate

In the real estate management program most revenue is generated from real estate
leasing and licenses, the price indices of housing and commercial properties are
used asapriceindicator. While lease rates are not directly tied to the housing
market, they are tied to the Figure4a
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Figure 4b displays the average price for real estate leasesin 1997 ($13,089), 2002
($20,322) and 2004 ($35,411). Thisincrease represents an annual average
increase in valuation of 11.2% or 133% for the entire 8-year period.

- Oil & gas

Figure5a
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Figure 5a depicts the price
received for oil produced on state
trust lands. The pricetrend has
generally been up despite the
comparatively low pricereceived in
2002. With current world demand
and the situation that currently
existsinthe Middle East it islikely
thereislittle reason to expect oil
pricesto significantly decline in the
near future.

Figure 5b shows the Natural gas prices for the period 2000 to 2004. Pricesfor
natural gas have been consistently increasing during this period with very high

Figure 5b
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may again delay its full devel opment.

Figure 5¢

Montana Department on Natural Resour ces and Conservation
Pricesfor Coal Produced on State Trust Lands 2000 - 2004
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pricesin 2001 and again in 2004. The
high gas prices are the result of several
factors. These factorsinclude weather,
oil prices, and worldwide demand. Both
worldwide and national reserves for
natural gas from all sources are quite
large, however, low pricesfor alternative
energy sources, coal and oil, have, until
recently, helped to keep prices down and
delay development of new producing
areas. The ability to produce coa bed
methane more cheaply than natural gas

- Coal

Figure 5c illustrates the prices
received for coal produced from state
lands. The graph indicates that the
price received for coal produced on
state trust land for the period 2000 to
2004 has been decreasing. This has
not been the general trend with coal
prices. Nationally coal prices have
been nearly level for the last three
years. The main reason for

decreasing prices for trust land coal is strong, low cost competition from
Wyoming, and the high sodium content in some of the coal which limits the pool



of purchasers with facilities capable of utilizing this coal. Long-term forecasts for
coal prices predict stable or slightly declining prices for the future.

-Timber

Figure 6 describes the average Figure6 .
stumpage price the state has il fkbor- ot el
received for timber harvested on 450

state trust lands for the period -

2000-2003 together with the 300

random lengths composite § =0

lumber priceindex. The random ® 150

lengths index isawholesale 122@
Compog te Index prl ce that 0 2000 2001 2002 2003 2004

reflects both national and ol Lgend
regional lumber prices. Boththe — oo memimisas ¥ Rt ngrsindes

state prices and the random

lengths prices have been declining until 2004 when there was a strong increase.
The price increases reflected in both the Random Lengths index and the Montana
stumpage price are due to the continuing long term growth in housing in the
United States, the weakening of the US dollar which effectively lowers the prices
paid to foreigners for there timber, the tariffs imposed on Canadian wood imports
and the strengthening of several foreign economies, primarily in the far east. The
increase in Montana prices has not been as large as the increase in the Random
Lengths index because of the mixture of older sales at old prices and newer sales
at the newer higher prices.

Revenue, Expense and Asset appreciation

Total return includes both net revenue and appreciation; however, it does not
identify the best income flow to the trusts. Appreciation in land values cannot be
used to fund school expenditures, but is considered part of the total return on an
asset. Theincreased land values contribute to the revenue of the trusts only after
they are captured through sale or increased rental or lease rates. Passive and non-
market values and benefits affect trust land management activity levels,
particularly regarding classified timberlands, but they affect other land
classifications as well and do not add to the income received for the trust land
beneficiaries. This report includes only those activities which return a monetary
valueto the trusts.
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A. Revenue

Revenue-generating activities

on trust lands includes timber i Gross RF;%/[;:’]?J Zby e
sales, mineral sales and s Revenue
leases, agricultural sales and $25

leases, and “Real Estate”
sales and leases. Each of
these activitiesis reported in
the Department of Natural
Resources Annual Report.

Millions

Figure 7 shows the © ‘ ‘

contributions from each o e

source for the last five years. -+~ Agriculture
. Source: MontanaDepartment of Natural e Timber

On average, mi nerals Resources and Conservation —— Minerals

---- Red Estate

generated the largest amount

of revenue, followed in order by agriculture, timber and real estate. Gross
revenue from minerals increased substantially in 2003 and 2004 and, if the
current trend continues, will replace agriculture as the largest revenue
producer. Revenue from real estate and forestry were up significantly and
agriculture and grazing revenue declined. The changesin revenue from
forestry and real estate reflect the fact that short-term changes in market
conditions have a stronger annual impact on forestry revenue than the leases
and licenses associated with agriculture, which are based on longer-term
market conditions with arelatively fixed amount of resource. Real estate
revenue increases are a combination of a changing bureau program emphasis
and increased appraisals on current |eases.

Table 1 presents this same information in tabular form. These numbers are
presented in the Department of Natural Resources and Conservation’s Annual
Report for each of the fiscal years~except that land sales, trust interest and
“other revenues” are not included. Land sales are shown separately in the
table, but are excluded from the return on assets cal cul ation because they
represent an exchange of assets, money for land. The revenue numbers
include a small amount of earnings for non-trust land such as Agricultural
Experiment Station lands that are managed by DNRC but do not contribute to
trust earnings. These small amounts are deducted from the analysis of the
return on assets for the trusts, but are included in the first three tables for
comparison and historical purposes. Land sale earnings are shown separately
because they are part of bureau revenues but are excluded from the return on
assets analysis because they are deposited directly into the Trust permanent
fund. Interest income and other revenues are excluded because they do not
represent current earnings from trust natural resources.

! Fiscal year will always mean “state fiscal year” i.e. July through June and not “federal fiscal year.”
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Tablel
Montana Department of Natural Resources and Conservation
Trust Gross Revenue by Source

Sour ce FY 2000 FY 2001 FY 2002 FY 2003 FY 2004
Ag. & Grazing | $13,826,053 | $14,018,730 | $13,279,949 | $14,116,247 | $13,887,202
Forest Mgmt. 12,116,479 | 8578,175| 9,686,844 | 8,278,792 | 11,043,525
MineralsMgmt. | 11,643,027 | 20,777,365| 9,501,254 | 12,282,648 | 15,810,987
Real Estate 2,087,185 2,008,779 | 2,302,658 2,367,469 | 4,454,118
Sub total $39,672,744 | $45,383,049 | $34,770,705 | $37,045,156 | $45,195,833
Land Sales 261,884 0 15,954 19,744 2,900
Total $39,934,628 | $45,383,049 | $34,786,659 | $37,064,900 | $45,272,925
Source: Montana DNRC

Table 1 represents gross earnings by source; however, the return on assets
should represent a net figure, i.e., earnings after expenses are deducted. Table
2 shows the expenses for each trust. Forest improvement expenses are kept
separate since they represent funds retained to ensure continuation of long-
term forest health and as such are an investment in the program.

Table2
Montana Department of Natural Resources and Conservation
Net Expenses by Source

Sour ce FY 2000 FY 2001 FY 2002 FY 2003 FY 2004
Ag. & Grazing $853,746 $891,010 | $1,182,926 | $1,043,273| 1,514,686
Forest Mgmt. 3,105,099 | 3,065,345| 3,286,469 | 3,776,429| 4,230,626
Minerals M gmt. 743,847 629,930 756,104 971,912 641,074
Real Estate 929,343 | 1,026,356 | 1,205,447 | 1,161,081 | 1,102,429
Sub total $5,632,035 | $5,612,641 | $6,430,946 | $6,952,695| $7,488,815
For est

I mprovement 1,524,822 | 1,981,597 | 1,404,363| 1,363,664| 1,579,519
Total $7,156,857 | $7,594,238 | $7,835,309 | $8,316,359 | $9,068,334
Source: Montana DNRC

Table 3 shows the net trust fund revenues available for 2000 to 2004. A row
showing retained Forest Improvement funds has been included to
accommodate the undistributed FI moniesfor FY 2004. Theretained FI

money is similar to retained earnings in a business where the retained earnings
are earmarked for investment in the future.
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Table3

Net Revenue by Source

Montana Department of Natural Resourcesand Conservation

Sour ce FY 2000 FY 2001 FY 2002 FY 2003 FY 2004
Ag. & Grazing | $12,972,307 | $13,127,720 | $12,097,023 | $13,072,974 | $12,372,517
Forest Mgmt. 7,486,558 3,531,233 4,996,012 3,138,699 4,783,274
MineralsMgmt. | 10,899,180 | 20,147,435 8,745,150 | 11,310,736 | 15,169,914
Real Estate 1,157,842 982,423 1,097,211 1,206,388 3,351,689
Total $32,515,887 | $37,788,811 | $26,935,396 | $28,728,797 | $35,677,393
Retained FI $0 $0 $0 $0 $450,106

Does not include reductions for fund reallocations e.g. Permanent Fund.
Source: Montana DNRC

Figure 8 displays the distribution of revenue by each trust for FY 2003 and FY

Figure8
M ontana Department of Natural Resour ces and Conservation
Gross Revenue Distribution by Trust 2003-2004
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2004 . The Common School trust
receives over four timesthe
revenue from trust land as all of the
other trusts combined. In FY 2004
the share going to Common
Schools increased dightly while
nearly al of the other trust had
small decreases. Public Buildings
also had asmall increase in their
share of the FY 2004 gross
revenue.

Estimated gross revenues by Land Office and Trust are shown in Table 4.
The gross revenue has had the remaining non-trust revenues deducted so the
table does not reflect any revenue for the Agricultural Experiment Station,
Galen, General Fund, Montana Department of Transportation, or land sales.

Table4
Department of Natural Resour ces and Conservation
Gross Trust Revenues by Land Officeand Trust
FY 2004 (Thousands of Dollars)
Land Office
Trust CLO| ELO| NELO| NWLO SLO| SWLO Total
ACB $13 $1 $4 $45 $1 $869 $934
ACI 67 4 96 498 15 6 685
CS 5344 | 7476 11,840 2,916 5,835 3,878 | 37,289
D& DA 33 1 25 41 1 18 119
PB 218 12 64 393 2 1,742 2,431
SM 114 2 98 259 1 2 476
SNS 74 10 57 210 2 6 358
SRS 205 15 26 121 9 321 698
UNIV 55 6 44 0 0 1 108
Total $6,123 [ $7,528 | $12,254| $4,483| $5,866| $6,843| $43,097
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Compared to FY 2003 gross revenues have increased by nearly $7.5 million.
All of the bureaus except agriculture and grazing had increases in their
revenue in FY 2004. The largest increase wasin the MMB where gross
revenues increased by $3.5 million and accounting for nearly 50% of the
revenue increase. The largest percentage increase was in the REMB where
gross revenue nearly doubled partly as the result of large conservation
easement.

B. Expenses

The Trust Lands Management Division is allowed to utilize a portion of the
trust receiptsto cover part of the costs of managing the trust lands. These
funds are areduction to funds available for trust fund distribution. Table 5
shows these costs without FI prorated on the basis of the Trust Lands Division
employee distribution and gross revenue to the trusts.

Table5
Montana Department of Natural Resour ces and Conservation
Trust Management Expenses by Land Officeand Trust
FY 2004 (Thousands of Dallars)
L and Office
Trust CLO| ELO|NELO [NWLO |SLO |SWLO | Total
ACB $1 $0 $0 $4| $0| $208| $215
ACI 0 0 0 0 0 0 0
CS 827 | 568 949 | 2542| 412| 1,134| 6,433
D& DA 2 0 2 8 1 3 15
PB 70 1 62 226 0 197 | 557
SM 3 1 2 14 0 0 21
SNS 30 6 8 32 0 0 78
SRS 26 14 18 66 4 39 166
UNIV 2 0 0 0 0 1 4
Total $962 | $592 | $1,042 | $2,892 | $418 | $1,583 | $7,489

C. Net Revenue

The amounts shown in Table 6 reflect the difference between the revenues
collected and the expenses used to administer the program. These are not the
amounts distributed to the schools, but an estimate of net earnings by trust.
Earnings are redistributed based on distribution criteria associated with each
grant.

14



Table6
Montana Department of Natural Resour ces and Conservation
Net Trust Revenues by Land Officeand Trust
FY 2004 (Thousands of Dollars)
Land Office
Trust CLO| ELO| NELO| NWLO SLO| SWLO Total
ACB $12 $1 $4 $41 $0 $661 $719
ACI 67 4 96 498 15 6 685
CS 4517 | 6,908 | 10,891 374 5,424 2,744 | 30,856
D& DA 31 1 24 33 0 15 104
PB 148 10 2 167 2 1,545 1,874
SM 111 1 95 245 1 2 455
SNS 43 4 48 178 2 5 280
SRS 179 2 8 55 4 282 531
UNIV 53 6 44 0 0 0 103
Total $5,161 | $6,936 | $11,212| $1,590| $5,448| $5,261| $35,608
Figure9
M ontana Department of Natural Resources and Conservation

Fi gure9 d|sp| ays the net Net Revenue for FY 2002 - FY 2004
revenue for FY 2002 - FY 2004. a0
Revenue was up from -

$28,729,000 in FY 2003 to
$35,608,000in FY 2004. This

increase will |ater reflect on the -
rate of return on assetsin total. 5

25
20

Millions of Dollar

2002 2003 2004
Year

Source: Montana Department of Natural Resources and Conservation

D. Asset Valueand
Appreciation

Total asset value represents the sum of all asset values from each of the
revenue earning activities associated with trust lands. The detail of these
estimates is found in the appendix. The results of the aggregation are found in
the following tables.
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Table7
M ontana Department of Natural Resourcesand Conservation
Surface Acres by Area Officeand Trust
FY 2004 (Thousands of Acres)
Land Office
Trust CLO ELO| NELO| NWLO SLO| SWLO Total
ACB 9 0 0 12 0 10 31
ACI 38 0 15 3 4 3 63
CS 976 961 1,913 227 381 174 4,632
DB 23 0 4 9 0 1 36
PB 100 2 14 41 0 31 187
SM 26 0 19 11 0 4 59
SNS 31 1 18 10 0 4 63
SRS 47 0 11 1 3 68
UM 4 3 9 0 0 19
Total 1,253 967 2,003 315 388 234 5,159

Table 7 shows the total surface acreage by land office and trust. This

information was used to prorate assets when they could not be directly
allocated from revenue or other data. Only minor adjustments were made to
the acreage distribution table this year.

Table 8 shows acreage by land office and revenue-generating activity. The
largest share of trust lands, both surface and subsurface (mineral), isin the
Northeastern Land Office.

Classified Acresby Land Office and Bureau

Table8
Montana Department of Natural Resources and Conservation

FY 2004 (Thousands of Acres)

Land Office
Bureau CLO ELO| NELO| NWLO SLO| SWLO Total
Ag & Grazing 1,207 966 2,001 17 386 82 4,659
Forest 31 0 1 296 0 151 479
Minerals 1,761 1,020 2,439 354 444 283 6,302
Real Estate 15 0 1 2 2 1 21

The asset value for the lands in each region by trust isshown in Table 9. This
asset value is based on all sources and adjusted for possible use conflicts. The
asset values for minerals have been added to the surface asset values, since

thereislittle use conflict. Some minera values occur where thereis no

surface ownership (4% - 6% on average). Mineral values are combined into
the surface valuesin all tables.
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Table9

Montana Department of Natural Resourcesand Conservation

Asset Value by Land Officeand Trust
FY 2004 (Thousands of Dollars)

Land Office

CLO ELO NELO NWLO SLO SWLO Total
ACB 7,244 0 0 10,794 0 5,660 23,697
ACI 21,409 270 10,479 2,907 1,869 1,410 38,344
CS 680,991 626,084 1,559,535 187,433 224,137 68,905 3,347,087
D& DA 13,361 0 3,234 7,645 0 291 24,532
PB 59,726 792 8,155 33,858 0 10,845 113,375
SM 19,759 128 12,530 10,188 0 1,033 43,637
SNS 15,907 370 11,931 8,136 0 1,507 37,852
SRS 18,532 79 6,400 1,393 1,566 2,178 30,148
UNIV 2,613 2,570 6,541 262 243 489 12,717
Total 839,541 630,294 1,618,804 262,617 227,816 92,318 3,671,390

In the case of minerals, a capitalized value or a discounted reserve valueis
used since the mineral estate islargely subsurface and has few other
marketable values. Real Estate Management Bureau lands are largely valued
through appraisal processes that consider not only the specific use associated
with the lease but other market valuations. Agricultural land valuations are
based on the “2000 Agricultural Lands Appraisal” done by the Montana
Department of Revenue for the purpose of ng property tax on
agricultural properties. The method used isto capitalize the agricultural
values of the land. Finally, the timber appreciation is based on the method
identified in 77-1-225 MCA, but without the averaging over time.
Appreciation is distributed to each land office and trust based on aweighted
average of the acreage in each “source.”

Figure 10
Montana Department of Natural Resour ces and Conservation
Assets FY 2002-2004

Thisyear's asset total valueis
higher than last years primarily
because of theincreasein
resource prices. Figure 10
compares assets for FY 2002
through FY 2004. Even with
the increase in resource prices,
the asset value does not show a
large change in value.

N w
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Year

Source: Montana Department of Natural Resources and Conservation

Figure 11 displays the average
asset value per acre by “Management Bureau.” The comparatively large asset
value per acre for Real Estate ($6,735) is the result of the substantial
proportion of the Real Estate acreage contained in the high value per acre
cabin site program. The low value for minerals ($62) is aresult of the large
number of acres that have not been identified as containing commercial
mineral values. Forestry and Ag & Grazing have, on average, very similar per
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Figure11l
Montana Department of Natural Resources and Conservation

Average Asset Value per Acre by Management Bureau acre values of $621 and $608
o0 respectively. Because of the
6500 higher resource prices, al of

o cono the asset values per acre for
3 all bureaus has increased
- from 2003 levels.
0 Minerals Red Estate  Forest Ag. & Grazing Total net revenue iS fI‘OI’n a”
Managerment Bureau sources, timber, minerals, real

Source: Montana Department of Natural Resources and Conservation

estate and agriculture.
Revenueis allocated by ownership and Land Office with the revenue from
minerals allocated to the surface ownership

Thetotal return shown in Table 10 includes net revenue and an asset
appreciation value when appropriate. In many cases the appreciation of the
asset exceeds the direct earnings of the asset. Both values are summed in the
table.

Table 10
Montana Department of Natural Resourcesand Conservation
Total Return by Land Officeand Trust
FY 2004 (Thousands of Dollars)
Land Office
Trust CLO ELO| NELO| NWLO SLO| SWLO Total
ACB $246 $1 $4 $221 $0 $786 $1,257
ACI 641 14 557 545 66 30 1,853
CS 21,799 | 29,066 | 70,286 3551 | 10,991 3,987 139,680
D& DA 385 1 137 161 0 22 706
PB 1,673 36 224 726 2 1,726 4,387
SM 625 5 651 429 1 19 1,730
SNS 493 19 469 314 2 31 1,328
SRS 674 5 232 78 44 323 1,356
UNIV 132 87 368 5 8 9 609
Total $26,668 | $29,234 | $72,928 | $6,031 | $11,114| $6,932| $152,906

Thisyear’stotal returnislarger than last years refl ecting the higher resources
prices and increased volumes sold in nearly all of the resources. Thisyear's
net revenue is over seven million dollars higher than last years net revenue.

Figure 12 portrays the return on assets for FY 2002, FY 2003 and FY 2004
The return on assetsis higher in FY 2004 because of the large increasein
resource prices and the increased appreciation associated with higher valued
resources.
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Table 11 shows the rate of Figure 12

Mont D t t of Natural R dC ti
retum on asstsfor all Trust o7 O Rt ey o

ands. Thetotal return 180

statewide is 4.16%. 140
Generaly areas with the 120
highest mineral values have
the highest rates of return.

Millions of Dollars
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o

Unusually high rates of return 20
are often indicative of aone- 2
time occurrence or windfall. 0 2002 2003 2004
The overall distribution of Souroe: Montana Depertment of Neturel Resources an Consveton

assets tends to be more accurate than the detail distribution which is highly
dependent on land ownership patterns.

Table11
Montana Department of Natural Resour ces and Conservation
Rate of return on Assets by Land Officeand Trust
FY 2004
L and Office

Trust CLO ELO| NELO| NWLO SLO| SWLO Total
ACB 3.39% 0.00%| 0.00%| 2.04%| 0.00%| 13.88% | 5.30%
ACI 2.99% 521%| 531% | 18.75%| 351%| 216%| 4.83%
CS 3.20% | 4.64%| 4.51% 1.89% | 4.90%| 57% | 4.17%
D& DA 2.89% 0.00% | 4.22%| 210%| 0.00%| 7.41% 2.88%
PB 2.80% | 4.60% 275% | 214%| 0.00%| 15.91%| 3.87%
SM 3.16% | 420%| 519%| 4.21%| 0.00% 1.80% | 3.96%
SNS 3.10% 509% | 393%| 3.86%| 0.00%| 206%| 351%
SRS 3.64% 581%| 3.62% | 5.60% 2.83% | 14.83% | 4.50%
UNIV 5.05% 3.38% | 5.63% 1.83% | 3.27% 1.86% | 4.79%
Total 3.18% | 464%| 451%| 230%| 4.88%| 751%| 4.16%

This year’srate of return on assetsis 30% higher than last years primarily due
to the effects of increased resource prices. The higher pricesincreased both
the net revenue contribution to total assets but also increase the estimated
appreciation associated with those activities yielding higher returns.
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V. SUMMARY

Table 12 gives the returns based on revenue and total asset values by revenue
source. A large part of the return is from appreciation and not net revenue. The
rate of return from revenue is 0.97% of the asset value. Thisis dlightly higher
than last years return from revenue of 0.83%. The overall rate of return on assets
is 4.2%, reflecting the additional values from land appreciation. Thisyear’srate
of returnis nearly 1% higher than last year’s return of 3.2%. The overall rate of
return is up by 38% over last year reflecting the much higher resource pricesin
FY 2004 compared to pricesin FY 2003

Table 12
Montana Department of Natural Resourcesand Conservation
Trust Returns by Net Revenue and Total ReturnEI
FY 2004 (Thousands of Dollars)

Source Net Revenue | % of Assets| Appreciation | % of Assets |Total Return | % of Assets
Ag & grazing $12,372 0.44% $108,028* 3.35% $135,449* 4.2%
Forests $4,783 1.61% $4,966* 1.66% 9,789* 3.3%
Minerals $15,170 3.85% $54,317 13.79% $69,487 17.6%
Real Estate $3,352 2.33% $4,303* 2.99% $7,667* 5.3%
Total $35,677 0.97% $117,297** 4.16% | $152,906** 4.2%

* | ncludes minerals and/or other bureau returns
** |n order to avoid double counting, the total includes Ag & Grazing, Forests, and Real Estate values only.

2 Trust resources are not managed in the same manner as privately held resources. In addition to providing
revenue, other social and political issues are considered in most economic decisions associated with
managing trust assets. Consequently, evaluating trust performance solely on the basis of the rate of return
without considering all of the goals and objectives of trust asset management could lead to inaccurate
conclusions about the “financial” management of trust assets.
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Return on Asset Value by trust and Land Officefor Classified Forest Lands
(77-1-223 - 77-1-225 M CA)
FY 2004

This section fulfills the requirements of 77-1-223 — 225 MCA, which stipulates that each
year the Board of Land Commissioners will provide a report based on a specific
methodology identifying the average return on revenue to trust beneficiariesfrom
Classified Forest Lands as identified in 77-4-401 MCA as class 2 trust lands* The report
must include for each beneficiary:

1. Thetotal acreage of forest land held in trust;

2. A summary of the asset value for the forested lands held in trust;

3. A calculation of the average return from revenue on the asset value for the
forested tracts held in trust; and

4. A listing by each Department Land Office of the total forested acreage
administered for the trust beneficiary and a calculation for the average return from
revenue on asset value for lands designated to the trust beneficiary.

Classified Forest Lands

The amount and distribution of Classified Forest Lands used for this section of the report
differs from those shown in Table A -1 in the Appendix because it includes al “classified
forestland” if the primary useistimber production. The acresidentified in this section of
the report will beidentical to last year’s.

TableFOR -1
Total Net Forested Acres by Grant and Land Office A comparison of the
Land Office Classified Forest

Trust CLO| NELO NWLO SWLO Total| Landsand al trust
ACB 509 11,818 7,944 20,271| landsisgivenin
ACI 3,354 2,069 5423 TableFOR-2. The
CS 9,511 19| 192,784 79002] 281,316 landdistribution by
DDA 502 8,309 400 9,211| truston classified
PB 2,371 38575] 26366 67,312| forestsdiffers
M 1,120 9,818 2556 13494| considerably from
SNS 540 9,366 3,506 13412| (thedistribution of
SRS 7,299 1,626 4,488 13413) landonal trust
Univ 155 307 477 lands. This |_strue
Total 21,852 19|  275805| 126654|  az43z0| [OF thestateintotal

and for the

individual land offices. For example, the Common School Trust accounts for about 90%
of thetotal trust lands in the state, but only accounts for 66% of the Classified Forest
Trust land and less than 44% of the Classified Forest Land in the Central Land Office.
Public Buildings constitute 3.6% of all trust land but accounts for nearly 16% of

% The methodology used in this section of the report is consistent with the methodology used previous
reports. For detailed methodology refer to the 2000 “Return on Asset” report.
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Classified Forest Trust Land. The result of these differencesis that contributions to
revenue from classified forestland are likely to differ from revenue contributions from all

trust land.
TableFOR - 2
A Comparison of the Land Distribution Between Trusts
on Classified Forest Lands and all Trust Lands
CLO NWLO SWLO Total

Trust % of % of All|% of NWLO % of All| % of SWLO % of All| % of All % of All
CLO CF*| Trust land CF*| Trust land CF*| Trust land CF* Trust land
ACB 2.3% 0.8% 4.3% 3.8% 6.3% 4.3% 4.8% 0.6%
ACI 3.3% 1.2% 1.0% 1.6% 1.3% 1.3% 1.2%
CS 43.5% 76.3% 69.9% 71.8% 62.4% 74.7% 66.3% 89.8%
DDA 2.3% 2.0% 3.0% 2.9% 0.3% 0.4% 2.2% 0.7%
PB 10.9% 8.6% 14.0% 13.1% 20.8% 12.9% 15.9% 3.6%
SM 5.1% 2.1% 3.6% 3.5% 2.0% 1.7% 3.2% 1.1%
SRS 2.5% 2.7% 3.4% 3.2% 2.8% 1.7% 3.2% 1.2%
SNS 33.4% 4.0% 0.6% 0.3% 3.5% 2.1% 3.2% 1.3%
Univ 0.3% 0.1% 0.3% 0.9% 0.1% 0.4%

* Classified Forest

The asset value for classified forestland is given in Table FOR - 3. These estimates of
asset value were derived using procedures identified in Title 15, Chapter 44, Part 1.

While asset values
increased by nearly $20
million or 8% between FY
2003 and FY 2004, the
relative distribution of
asset value changed little

from last year primarily
because the averaging of

values limits the impact of

the changes from any

singleyear. Theincrease

was focused on the

common school trust.

Because it isthe largest

trust in absolute terms the

Table FOR -3
Average Total Asset Value by Trust and Land Office
Net Classified Forest Acres Only
(2000 Dallars)
L and Office

Trust CLO NWLO SWLO Total
A.C.B. $169,592 | $8,101,702 | $4,319,372 | $12,590,666
A.C.l. 0 2,203,220 747,568 2,950,788
C.S 3,726,462 | 142,096,377 | 40,462,500 | 186,285,339
D.& D. A. 369,418 5,847,964 182,245 6,399,626
P.B. 1,408,644 | 25,200,365| 13,586,362 | 40,195,372
S.M. 669,322 6,786,664 1,302,056 8,758,042
SN.S. 303,362 6,520,644 1,803,127 8,627,133
SR.S. 2,640,420 1,268,986 2,639,349 6,548,755
Univ. 0 96,793 142,127 238,920
Total $9,287,219 | $198,122,715 | $65,184,707 | $272,594,640

common school trust

usually gains and loses

value when the asset values change. The reason for the increase in trust asset valueis
related primarily to the increase in stumpage prices and partially to the decreasing interest

rate.

Figure FOR - 1 shows the average interest rate charged by the Spokane Farm Credit
District since 1984. Thisinterest rate is the prime component of the capitalization rate
used to compute the asset values shown in Table 3. Average tax rates are also used in
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computing the discount rate, but the tax rate adds less than 1% to the interest rates.

. However, asthe interest rates
FigureFOR -1

Farm Credit Bank Interest Rates continue to fal l’ the average
tax rate assumes more

14.00% importance in the total
13.00% . .
oo T~— discount rate calculation.
o0 — The rate of interest decline
10.00% \\ has decreased in recent
9.00%  ~— years. The expectationis
Bo0% —— that thistrend will continue
7.00% or even reverse itself in the
6.00% .
£ 0% next few yearsif the
4.00% economy stabilizes and
3.00% strengthens. If this happens,
2.00% then the effects of the
iggj - declining interest ratesin

1984 1986 1988 1990 1992 1994 1996 1998 2000 2002  Maintaining the established
vear asset values for forest [ands

Source: Montana Department of Natural Resources and Conservation, Trust Land Management and 1 1MmMini
the Spokane Farm Credit Bank District WI | | be dl ml nl Shed

Figure FOR - 2 shows the trend in stumpage fees. Stumpage rates increased in FY 2004.
This year’ sincrease was

i FigureFOR - 2
rel atl\_/el y Iarge due a . Classified Forest Stumpage
combination of strong domestic Plus Forest I mprovement Fees

demand and to adeclinein the
value of the dollar relative to

other currencies. The dollar

has continued to lose valueinto ~ *° \

the early part of FY 2005 and 300 \\
the housing market remains 250

strong. The timber export 200

issues with Canada are being 150

resolved and the improved 100

Japanese housing market s

appears to be holding up. o ‘ ‘ ‘ ‘ ‘ ‘
The% f aCtOrS ShOU| d hd p tO 1990 1992 1994 1996 Ve 1998 2000 2002 2004
maintain continued high € Wtans Deprtnt of NaturlResurcesd Car vation, TrstLands ManagmeDivien
stumpage prices.

Appreciation is determined by differencing the asset value for trust lands in the current
year from the asset value for Classified Forestland 10 years ago. Because of the
comparatively high price received during the early to mid-1990' s and the price inflation
adjustments, the asset value in recent years is not much different than it was ten years
ago. This means that appreciation has been declining because of declining stumpage
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rates and despite declining interest rates. In FY 2004, this changed and substantial price
increases have resulted in an

Ten Year Ave-{:gleeAFnasal éross Revenue mcrease in gppreciation for the
From Commodity Sales fiscal year.
(2000 Dollars)
Land Office The ten-year average gross

Trust CLO| NWLO| SWLO Total | revenue from commodity salesis
A.CB. $532 | $223.770| $151,383 | $a75.686| ShowninTable FOR-4. The
A.C.I. 0| 54301| e66762| 121.063| averageisbased onten years of
cs. 300237 | 2,532,052 | 1,205,181 | 4,037,470 '€venuethrough fiscal 2004
D.& D. A. 153| 167,044| 6655| 173952| odiustedto 2000 dollarsusing the
PB. 1062 | 443812| 524642| o69517| CDP pricedeflators publisned by
SM. 1317| 159438 53848 | 214603 the Bureau of Economic Analysis.
SN.S. 15883| 78579| 200,267 | 294,730 Average annudl gross revenue
SR.S 20052| 2263| 116559 159243| 0 CF by about $138,000 (2%)
univ. 0 >.182 7.798 12.979 from last year'slevel. Thisisthe
Total $339,236 |$3,686,910 [$2,474,092 |$6,500,239

result of losing the relatively low
income from an earlier year and
replacing it with higher income in the current year. The gross revenue will vary year-to-
year depending on the relative size of the income earned in the current year compared to
the inflation-adjusted income in the first year. This years results were consistent with the
increased stumpage rates for FY 2004. If stumpage rates remain high, the increasein
gross revenue should continue for the next few years

Net revenue reflects the difference

TableFOR -5

between gross revenue and the Ten Year Average Annual Net Revenue
State’ s expense of producing the From Commodity Sales
various commodities that are (2000 Dallars)
available on classified forestland. L and Office
Net revenue has remained nearly Trust cLO| NwLO| sSwLo| Total
constant, increasing by $68,000. In [, - $437 | $105429 | $149,100 | $255,056
percentage terms, thisis slightly AC.l. o| 25960| 33883| 59852
more than two percent (2%). cs. 166,968 | 1,197,525 | 625,996 | 1,990,490
T D.& D.A. 82| 78,060 5660| 83,802
uﬁg&ﬁggﬁgg ?gtléﬁ\l/]?u%ge P.B. 710| 208,617 | 275342| 484,669
implies that the average cost of SM. 1,121| 74,497 28,518 | 104,136

X » SN.S. 15072 | 36,793| 102,104 | 153,969
producing the commodities has SRS 11183 10,559 62445 84,187
!ncreased. The increase in expense U'ni;/ ' ’ 0 2’433 6’697 9'130
issmall, Total $195,574 |$1,739,881 |$1,289,836 |$3,225,290
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Figure FOR - 3 gives a graphic comparison of ten-year average net revenue for the last

four years. From
Figure FOR -3, itis
easy to seethat the
combined total across

3,500,000

Figure FOR -3
Ten-Year Average Annual Net Revenue from Commodity

FY 2

Sales
000 to FY 2004

all regions has

3,000,000

increased this year and

2,500,000

that the increaseis
reflected in all but the

2,000,000

northwest land office.
The Central Land
Office’ s net revenue
increased by 7%. This
increase was
considerably smaller 0
than last year when the
increase was 37%. The
Northwest Land
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1,500,000

1,000,000

500,000

CLO

Land Office
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Office' s net revenue decreased by 6%. The Southwestern Land Office’s net revenue
increased by 15% which isthe largest of all of the land offices. The overall increase for
FY 2004 was 2 %. Thisis a decrease from last year which had a growth rate of 4% with

no land office showing a decrease in net revenue.

Thetotal return on assets for FY 2004 is up compared to FY 2003. Theincreasein both
revenue and appreciation were the result of increased prices and the continued decline in
interest rates. The reason for the higher appreciation valuesis theincrease in timber

prices that offset some of the decline in prices experience over most of the last ten years.
The price increase is shown in Figure 2.

Table FOR - 6 shows the total return
to assetsfor FY 2004. Most trusts
showed a decrease in total assets
compared to FY 2003; however, the
Central Land Office had an increase
in the total return on assets, whereas
the Northwestern and Southwestern
Land Offices both showed a
decrease in the total return.

Thetotal gain in return to assets
from FY 2003 was $323,000, or an
increase of 4.2%. This comparesto
last year’s decrease of over $2.7
million or 26.6%. The previous
year’sloss was primarily dueto

Table FOR -

6

Ten-Year Average Annual Return on Total Assets
By Trust and Land Office

(2000 Dallars)
Land Office
Trust CLO NWLO SWLO Total
A.C.B. $8,637 | $189,949 | $300,573| $499,159
A.C.I. 0 48,250 58,516 | 106,767
C.S 355,580 | 2,751,359 | 2,021,413 | 5,128,352
D.& D.A. 20,747 | 140,162 15,557 | 176,467
P.B. 79,203 | 462,254 | 685,209 | 1,226,666
SM. 38,915| 145,688 72,190 | 256,793
S.N.S. 32,250 | 105,516 | 162,603 | 300,369
SR.S. 141,534 24913 | 160,510| 326,958
Univ. 0 3,373 11,375 14,748
Total $676,867 |$3,871,465 |$3,487,948 [$8,036,279
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decreasing appreciation. Thisyear’s gain was primarily the result of increased revenue
The Common School Trust had the largest gain over last year.

FigureFOR - 5

Annual Return to Total Assetsby Trust

FY 2000 to FY 2004

16,000,000

From Figure FOR -5, it
IS easy to see that the
average return, while

14,000,000
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The rate of return on
assets by land office and

by trust for FY 2004 isshown in Table FOR - 7. The overall rate of return is down 0.2%
from last year despite the increase in revenue for the FY 2004. The reason for the
decrease is that the stumpage increases did not have as significant an impact on the return

on assets asit did the asset value
itself. If prices continue at their
current level the average rate of

return should show an increase in the
future. The decreasein therate of
return with regard to the individual
trustsis due to the small change in the
rate of return from FY 2003

Regional changes which can be quite
volatile are very consistent with last
yearslevel. Thisyear only the
Southwest Land Office showed any
significant change in the overall rate
of return increasing from 4.8% to
5.4%.

Table FOR -7
Ten Year Average Rate of Return
On State Classified Forests
(2000 Dallars)

Land Office
Trust CLO| NWLO| SWLO Total
ACB 5.1% 2.3% 7.0% 4.0%
ACI 0.0% 2.2% 7.8% 3.6%
CS 9.5% 1.9% 5.0% 2.8%
DDA 5.6% 2.4% 8.5% 2.8%
PB 5.6% 1.8% 5.0% 3.1%
SM 5.8% 2.1% 5.5% 2.9%
SNS 10.6% 1.6% 9.0% 3.5%
SRS 5.4% 2.0% 6.1% 5.0%
Univ 0.0% 3.5% 8.0% 6.2%
Total 7.3% 2.0% 5.4% 2.9%
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Summary

The estimated return on assets in FY 2004, reflecting stumpage price increasesin FY
2004. Theimpact of the increasein FY 2004 stumpage prices was diminished by the
averaging of returns for the last ten years. Commodity sales changes are large compared
to last year, and should aso have a positive impact on the return on assets in future years
as additional revenue is generated from the same asset base.

Table FOR - 8 shows a comparison of acreage owned and net revenue earned by trust.
The acreage and earnings are generally comparable; however, the distribution of earnings
has changed somewhat since last year. The Common School Trust and Public Buildings
are proportionately lower this year than in FY 2003. This has allowed trusts such asthe

MSU Trust and State Normal School Trusts to obtain alarger share relative to the trust

acreage. The University of Montana Trust also

TableFOR - 8 remains above average.
Proportion of Net Revenue Earned and|  Asindicated last year, the return in the long run
Net Acreage by Trust should be fairly proportional to the acreage,

Net Acres Net Revenue gthoygh this could vary somewhat year-to-year due
Trust % oftotall. % of total} 14 gjfferencesin resource endowments.
ACB 4.78% 7.19%
ACI 1.28% 1.86%  The asset values derived from this methodology do
CS 66.30% 61.72% ot represent amarket value of Montana's
DDA 2.17% 2.60% (Classified Forest Land; they are a capitalization of a
PB 15.86% 15.03% |imited number of resource valuesinto aland
SM 3.18% 3.23%  valuation. However, in a market situation, other
SNS 3.16% 4.77%  values could make the market value of the land
SRS 3.16% 2.61% either higher or lower than the estimates derived in
Univ 0.11% 0.28% thisanaysis. Other considerations not included are
Total 100.00%| 100.00%  access, scenic values, and intense agricultural use,

to name afew. In addition, other areas may contain non-market values which are
difficult to quantify and capitalize into the land value. Thus, this analysis does not
necessarily represent the market value of the land. It does, however, represent a
reasonabl e estimate of the value and return based on the current market uses.
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Appendix

The appendix contains the analysis of each resource bureau’ s revenue generating activity
on state trust lands. The analysis of each bureau’ s activity is independent of the other
bureaus, but many of the analytical methods used are similar. Improved information
made available has improved the accuracy of many of the available acreage numbers.
The changes resulting from improved numbers have been adjusted for in order to
minimize their impact. When changes are large, tables and figures will be utilized to
show the effect of the improved land information. Revision of land data is an ongoing
process so that there will continue to be changes year-to-year, however, future changes
should be smaller than those occurring in the current year.

The table below indicates the basic method used in analyzing the returns to the trust
generated by each bureau.

Montana Department of Natural Resour ces and Conservation
Methods Used to Value Resour ces by Bureau
State FY 2003

Bureau Method of Analysis Comments

Agriculture and Grazing Capitalization Adjusted for regional values

Forest Management Capitalization Distributed on acreage and

revenue

Mineras Discounted Reserve Distributed on acreage and
valuation and Capitalization | Revenue

Readl Estate Adjusted Appraisals Distributed on acreage.
Capitalization

The asset value is based on individual year information rather than multi-year averages.
This resultsin more volatile outcomes, but the information reflects the most current
return on asset information available. As shown in the table above, the approach to asset
valuation has been somewhat pragmatic and was generally determined by the information
available. Direct appraisal information was always used if the information was available.
Discounted values of aresource were used if areasonable estimate of the future value of
the resource was available. Capitalization was used as the last choice because of the
circular nature of the method and the difficulty in identifying an appropriate
capitalization rate.

Not al trustsin each land office earn revenue each year. The analysis of each of the
individual trust revenue sourcesis analyzed independently of other trust revenue sources.
This resultsin some of the trusts showing no return on assets from their trust lands in
some Land Offices by a particular Bureau. An area may have earnings from other
sources that are not part of their classification; e.g., Real Estate may have earnings on
classified forestland. For thisreason, the information in the main body of the report
provides the most comprehensive information on trust returns.
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CLASSIFIED TIMBER LANDS

One method used to determine the return on assets on Classified Forest Landsis
prescribed in Montana law (77-1-223 MCA & 77-1-224 MCA). Thisanalysis
was completed and isincluded as the last section of the mainreport A second
method, which is developed in this section of the appendix, is consistent with the
approach used in analyzing the return on assets for other trust land resources. To
maintain consistency, information derived from the second approach is used in the
overall analysis of the return on assets for all trust lands.

Table A-1 shows the net classified forest by land office and by grant. These
numbers have not changed since last year. Because trust land management isa
dynamic process, reclassifications are likely to occur which will make future
Classified Forest Lands differ from the onesin Table A-1.

TableA-1
Montana Department of Natural Resourcesand Conservation
Classified Forest Acresby Land Officeand Trust
FY 2004

L and Office
Trust NWLO| SWLO CLO NELO SLO ELO| TOTAL
ACB 12,212 9,073 799 0 0 0 22,085
ACI 3,423 2,044 0 0 0 0 5,466
CSs 209,357 95,603 13,507 642 0 0| 319,109
DB 8,584 1,176 645 0 0 0 10,405
PB 40,591 29,176 2,643 0 0 0 72,410
SM 10,718 3,278 1,850 0 0 0 15,846
SNS 10,154 3,873 610 0 0 0 14,638
SRS 1,309 4,848 12,179 0 0 0 18,336
UM 364 1,708 0 0 0 0 2,072
TOTAL 296,713| 150,778 32,234 642 0 0| 480,368

Table A-2 shows the asset value by land office and trust on Classified Forest
Lands. Capitalization of timber earnings is used to determine the asset value by
land office and trust for timber. The capitalization rate used for FY 2004 is
7.23%, the same |oan rate the Farm Credit Bank District of Spokane used to
capitalize the value of forestlands under (77-1-223-225 MCA), the legidatively
mandated return on asset report.  In this case, the interest rate is for the current
year rather than the average of the sum of the property tax rates and interest rates
for aperiod of 5 years. Thisrateisalending rate, not an earnings rate, and as
suchisinflated since it aso includes a profit and risk margin for the banks. The
actual earnings potential would reflect alower rate. In addition to the capitalized
forest earnings, other assets that are derived from earnings of other bureaus
(Mining, Agriculture and Grazing, and Real Estate) are included as part of the
asset value of classified forestland. Prorating on the basis of acreage isthe
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method used to determine the amount of assets from other activities allocated to
classified forestland. The estimates of asset value from other activities are based
on different techniques that are discussed under each of the activities. Use of the
current year estimates rather than a multi-year average will cause more volatile
changesin the asset value year to year, but will provide for a more current
estimate of the asset value. Current year market interest rates contain components
of risk, anticipated inflation and expected real price changes.

TableA -2
Montana Department of Natural Resources and Conservation
Forested Land Asset Value by Land Officeand Trust
State Classified Forests FY 2004
(Thousands of Dollars)
Land Office
Grant CLO| ELO| NELO NWLO SLO SWLO TOTAL
ACB $135 $0 $0 $10,483 $0 $3,165 $13,782
ACI $0 $0 $93 $2,876 $0 $824 $3,793
CS $2,536 $0 $37 | $170,958 $0 $31,480 | $205,011
DB $131 $0 $0 $7,367 $0 $161 $7,659
PB $614 $0 $0 $33,168 $0 $10,021 $43,803
SM $290 $0 $0 $8,705 $0 $1,019 $10,013
SNS $139 $0 $0 $7,806 $0 $1,396 $9,342
SRS $1,792 $0 $0 $1,394 $0 $1,778 $4,963
UM $0 $0 $0 $137 $0 $130 $267
TOTAL| $5,636 $0 $130 | $242,8%4 $0 $49,973 | $298,633

The fiscal year 2004 asset values have increased substantially over FY 2003
levels. Thedeclining interest rates and the increase in timber pricesis

responsible for most of the increase in the asset value.

TableA -3
Montana Department of Natural Resour ces and Conservation
Net Return on Forested Land by Land Officeand Trust
State Classified Forests FY 2004

(Thousands of Dollars)

Land Office
Grant CLO| ELO|NELO| NWLO| SLO| SWLO | TOTAL
ACB $6 $0 $0 $194 $0 $448 $648
ACI 0 0 1 536 0 15 553
CSs 468 0 71 3,117 0 2,273 5,929
DB 5 0 0 137 0 5 147
PB 22 0 0 706 0 870 1,598
SM 11 0 0 166 0 17 194
SNS 5 0 0 293 0 23 321
SRS 169 0 0 78 0 148 395
UM 0 0 0 2 0 2 4
TOTAL | $687 $0 $72| $5229 $0| $3,801| $9,789
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Table A-3 shows the net return on assets on Classified Forest Lands for FY 2004.
Thisincludes all of the net revenue available for allocation to the trust from
timber sales, net revenue from minerals, rea estate revenue earned on Classified
Forest Lands, and appreciation. Net revenue is gross revenue less forest
improvement revenue and operating costs on classified forests plus net revenues
from all other bureau activities on Classified Forest Lands.

FigureA - 1 Return has increased this year
M ontana Depar ment of Natural Resources and Conservation H H H
Wood prices 1980 . 2004 primarily dug to the higher
revenue received on forested
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o ] lands. Figure A-1 showsthe
350 A prices received on forest sales for
2 20 N the last 25 years. The average
3 200 foo / \/ price for stumpage went from
o $161/mbf in FY 2003 to $196/mbf
50 in FY 2004. Thiswas the result
fos0 108 1§90d . 1095 2000 of severa factorsincluding the
isC e |egend . . .
Soroe MontaaDepartment of Natur —— Forest Management Burea weakening of foreign currencies

Resourcesand Conservation 777 Random Lengths

against the US dallar, a
strengthening of Asian markets, particularly Japan, and the U.S. tariff against
Canadian lumber imports. The result of these forces was an increase in the price
on lumber asidentified by the Random Lengths index price for lumber aswell as
the increase in the average bureau price for lumber

Earnings from other bureaus areincluded in Table A-3. To fully identify the
earnings on Classified Forest Lands and the associated return on assets, net
earnings from Real Estate and from Minerals on classified forests must also be
included. These additional earnings are based on average earning per acre by
trust and land office from the “ other income” sources. These earnings were
prorated to the different trusts based on the amount of land owned by the trust
within a particular land office boundary. The “return” includes land appreciation.
This results in some areas showing a return when no economic activity has
occurred.

Figure A-2 shows a comparison of FigureA - 2
the estimated return on assets from M ontana Department of Natural Resour ces and Conservation

Return on Assets From Forested landsFY 2002 - FY 2004
forested lands for FY 2002 through (Thousands of Dollars)

FY2004. FY 2003 is9.4% lower s10000

than FY 2002, however increased $8,000 —

resource prices have made the FY b

2004 return on assets 44% higher b

than the FY 2003 return on assets. $3,000

Thisis primarily due to the o000

increase in forest revenue between T 2002 Py 2008 Fy 2004
the two years caused by increasing Source Montana Dt on Neturl ResurcesanlConsavaton
stumpage prices.
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TableA -4
Montana Department of Natural Resour ces and Conservation
Net Rate of Return on Classified Forestsby Land Officeand Trust
FY 2004
Land Office
Grant CLO ELO| NELO| NWLO SLO| SWLO | TOTAL
ACB 4.5% 0.0% 0.0% 1.8% 0.0%| 142% 4.7%
ACI 0.0% 0.0% 16%| 18.6% 0.0% 1.9% 14.6%
CS 18.4% 0.0% 19.1% 1.7% 0.0% 7.2% 2.9%
DB 4.0% 0.0% 0.0% 1.9% 0.0% 3.0% 1.9%
PB 3.7% 0.0% 0.0% 2.1% 0.0% 8.7% 3.6%
SM 3.8% 0.0% 0.0% 1.9% 0.0% 1.6% 1.9%
SNS 3.9% 0.0% 0.0% 3.7% 0.0% 1.6% 3.4%
SRS 9.4% 0.0% 0.0% 5.6% 0.0% 8.3% 8.0%
UM 0.0% 0.0% 0.0% 1.6% 0.0% 1.6% 1.6%
TOTAL| 12.2% 0.0%| 555% 2.1% 0.0% 7.6% 3.3%

Table A-4 shows the rate of return on assets on Classified Forest Lands. Thisrate
includes earnings from all other classified forest usesin addition to the return
from timber harvests. Appreciation is also included as part of the rate of return.

Rates of return vary substantially between regions and trusts depending on
earnings appreciation and the contribution of non-classified producers to earnings.
Some areas with no timber activities show earnings from other sources, some
from appreciation. These rates of return will vary substantialy year to year,
depending on the economic activity occurring within each trust and land office.
The asset value will also vary year to year depending on the real interest rate and
current year activity on the forests. The average rate of return this year was
dlightly under 3.3% up from last years rate of return of 2.6%. Thisrepresents an
increase of dlightly more than 25%. The rate of return on revenue was 1.6%.

Real Estate Lands

Real estate lands had a modest change in land acreage. Real estate acreage
decreased by about 750 acres from the FY 2003 |level because updated land
information.

Real estate programs included under this analysis are cabin site leasing, special
leases and licenses, land use licenses and recreational use licensing. All of the
programs differ substantially in information and characteristics. The Rights-of-
Way and Land Sales programs are not included in the analysis, since these
activities involve an exchange of assets, money for land, or a program expense.
The money from land sales is deposited into the permanent fund, where it can
earn money for the trust through other investments.

The land base for real estateis very small relative to the land base for other
bureaus. A substantial share of the money from Real Estate comes from fees on
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lands classified as forested, grazing and agriculture. The rate of return on many
of the Real Estate activitiesis relatively high, however, because the revenueis
dominated by cabin site leases and Jicenses that have alimited earnings potential
(3.5% to 5% of the appraised value®), the overal rate of returnislower than
would be otherwise expected.

Table B — 1 shows the estimated acreage specific to Real Estate. Total acreage
for FY 2004 is 21,317 acres.

TableB-1
Montana Department of Natural Resour ce and Conservation
Total Net Real Estate Bureau Acresby Land Officeand Trust
Classified “other” lands FY 2004
Land Office

Trust CLO ELO| NELO| NWLO SLO| SWLO Total
ACB 440 49 355 844
ACI 636 0 0 3 20 0 658
CSs 11,612 200 1,378 1,218 2,171 275| 16,855
DB 372 0 43 20 435
PB 1,693 0 0 106 26 1,825
SM 211 0 6 201 0 418
SNS 53 0 80 51 14 198
SRS 2 0 5 0 0 60 67
UM 17 0 0 0 0 0 17
Total 15,037 200 1,469 1,671 2,191 750 | 21,317

Table B-1 shows the estimated acreage classified as “other” that are specific to
real estate. Real estate programs cover asignificantly larger amount of the total
trust surface acreage, than the lands identified in Table B-1. Programs such asthe
Recreational Use licensing program cover virtually the entire state but occur
almost entirely on lands whose primary use is under the management of one of the
other trust land bureaus. The acreage numbers are anticipated to change yearly as
new programs to enable the Trust Land Management Division to earn more
money for the trusts through real estate management are implemented.

The determination of asset value in Real Estate is a combination of several
techniques. In some instances, direct appraisal information is available. Most
cabin sites have direct appraisal information available, some Real Estate sites also
have appraisal information available. The appraisals are, for the most part, “out
of date.” Cabin site appraisals are currently in the process of being updated, but
were not available for thisanalysis. For purposes of this analysis, the most recent
appraisal was used and updated to an estimated FY 2004 value using the implicit
price deflators published by the Bureau of Economic Analysis. This approach

* The Land Board raised the rate to 5% in 1999. This rate has been “phased in” annually on all lease
renewals since 1999. Thisincrease isreflected in the Real Estate returns.

33



adjusts for general price increases but does not reflect price changes due to market
changes specific to an industry. The reappraisal process recognizes industry-
specific changes and results in better estimates of the market value of the land.
The reappraisals should be available for next year’ sreport. Real Estate lands that
did not have an appraisal were valued using capitalization. Over 80% of the asset
value comes from adjusted appraisal data.

TableB -2
Montana Department of Natural Resourcesand Conservation
Total Net Real Estate Asset Value by Land Officeand Trust
Classified “other” LandsFY 2004 (Thousands of Dollars)

Land Office
Trust CLO ELO| NELO NWLO SLO SWLO TOTAL
ACB $2,963 $0 $0 $330 $0 $2,394 $5,687
ACI $4,283 $0 $0 $17 $135 $0 $4,435
CS $78,238 $1,417 | $9,371 $8,208 $14,685 $1,851 | $113,770
DB $2,506 $0 $0 $288 $0 $132 $2,927
PB $11,403 $0 $0 $714 $0 $173 $12,290
SM $1,423 $0 $40 $1,357 $0 $1 $2,820
SNS $359 $0 $543 $342 $0 $97 $1,342
SRS $17 $0 $32 $0 $0 $404 $453
UM $112 $0 $0 $0 $0 $0 $113
TOTAL | $101,306 $1,417 | $9,986 $11,256 $14,819 $5,053 | $143,838

Table B — 2 shows the Real Estate estimated asset value for FY 2004. The
comparatively large per acre asset value results from the higher value asset that
characterize most of the land classified as Real Estate. Cabin sitesand land in
proximity to urban areas is generally of higher value than land whose primary
purpose is timber production, or land used for agricultural purposes. The asset
estimate includes the estimated value of the minerals on Real Estate lands as well
as an estimate of the agricultural and timber values. Both agriculture and timber
values are small.

The annual return to total assetsis calculated by distributing the Real Estate
revenue earned on non-Real Estate lands to the program where they are earned.
Revenues earned by other programs (Minerals etc.) on Real Estate lands are then
added back to the Real Estate return accrual. Finally, any estimated appreciation
that occurred on Real Estate lands was added to the revenue accrual. Thisisthe
annual return to total assets shown in Table B-3. Thistable represents the
estimated earnings (appreciation and net revenue) from all sources on Real Estate
lands for FY 2004.

Thereturn is generally largest on those trusts and land offices that have the most
acreage. Common Schools have nearly 90% of the Trust Land in the state and
have earned the largest share of revenue. The second largest trust, Public
Buildings, received less than 25% of the revenue received by Common Schools.
Thetotal return of $7,667,000 is 71% more than the return reported last year.
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Most of the difference is attributable to the change in resource prices and

appreciation between the two years.

TableB -3
Montana Department of Natural Resour ces and Conservation
Net Return to Assetsby Land Officeand Trust
Real Estate “other” Land FY 2004 (Thousands of Dallars)
Land Office
Grant CLO ELO| NELO| NWLO SLO| SWLO | TOTAL
ACB $89 $1 $3 $26 $0 $330 $449
ACI 130 2 8 9 13 0 162
CS 2,479 208 706 357 500 875 5,124
DB 76 1 2 23 0 16 117
PB 348 6 0 24 2 828 1,208
SM 46 0 8 258 1 1 313
SNS 18 1 21 21 1 7 70
SRS 29 1 1 0 0 169 200
UM 11 1 12 0 0 0 23
TOTAL | $3,225 $220 $762 $718 $517 | $2,226| $7,667

Figure B - 1 shows the average prices for housing in the US and Montana for the

2003
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(middle) price for Montana
housing is shown for the same
period. The average rate of
increase in prices between 1998
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While average pricesleveled in
2002, in 2004 the prices
increased substantially both in the
U.S. asawhole and in Montana
No similar figures for
commercia real estate are
available, but thereisalso an

increase in commercial property values. Theincreasing property values are

reflected in the return to assetsin
the appreciated value of the Redl
Estate assets. This appreciation
is second most important
contributor to the increased
return to assets shownin Table B
-3.

Figure B-2 shows the actual
return on assets for FY 2002
through FY 2004 and From
figure B-2 it is clear that the
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return on assets for the Real Estate Bureau is nearly doubling every year.

Table B-4 presents the rate of return on the assets by land office and trust for FY
2003. Theratesto do not vary substantially because some of the revenues were
prorated based on acreage.

TableB -4
Montana Department of Natural Resour ces and Conservation
Rate of Return on Assetsby Land Officeand Trust
Real Estate Bureau FY 2004
Land Office
Grant CLO ELO| NELO| NWLO SLO| SWLO | TOTAL
ACB 3.0% 0.0% 0.0% 8.0% 0.0% 13.8% 7.9%
ACI 3.0% 0.0% 0.0%| 51.6% 9.5% 0.0% 3.7%
CS 3.2% 14.6% 7.5% 4.3% 34%| 47.3% 4.5%
DB 3.0% 0.0% 0.0% 7.9% 0.0% 11.8% 4.0%
PB 3.1% 0.0% 0.0% 3.3% 0.0%| 47.8% 9.8%
SM 3.3% 0.0% 19.0% 19.0% 0.0%| 47.8% 11.1%
SNS 5.1% 0.0% 3.9% 6.2% 0.0% 7.2% 5.2%
SRS 16.7% 0.0% 3.7% 0.0% 0.0%| 41.9%| 44.2%
UM 9.4% 16.6% 26.1% 0.0% 0.0% 0.0% 20.6%
TOTAL 3.2% 15.5% 7.6% 6.4% 35%| 44.1% 5.3%

The average rate of return was 5.3% in FY 2004. Thisisa60% increase from the
3.3% return in FY 2003. The primary reason for the increase in the rate of return
is because of the earnings on property and higher resource values.

Thereturn varied by region and trust. The overall average is usually closeto the
return on common school lands because common school lands dominate other
trustsin terms of size. In some cases, thereturnis large for some land office/
trust combinations compared to the overall rate of return. This occurs because the
proportion of the total value is quite small relative to the total so that the impact
on thetotal returnis small. The large return often results because there is another
resource such as minerals or forests that contribute to the Real Estate return
resulting in a comparatively large rate of return for an individual trust within a
land office.

AGRICULTURE AND GRAZING LANDS

The net agricultural acreage was determined from reports generated by the Trust
Land Management System from data provided by the states' central system. This
difference has made substantial differences in the estimates of agricultural asset
values and the total agricultural return. Agricultural land comprises the largest
share of state trust surface lands, accounting for over 91% of all surface trust
lands. TablesC—1 and C —2 show thetotal “farmed” and total grazing acres.
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TableC -1
Montana Department of Natural Resourcesand Conservation
Total Farming Acresby Land Officeand Trust
FY 2004
Land Office
Trust CLO ELO| NELO| NWLO SLO| SWLO Total
ACB 81 0 0 0 0 7 88
ACI 191 0 1,440 3 0 0 1,635
CSs 113,748 | 59,538 | 356,442 1,043 | 19,343 1,156 551,269
DB 544 0 833 0 0 0 1,377
PB 3,020 0 1,070 4 0 0 4,094
SM 4,711 0 1,531 0 0 0 6,242
SNS 870 0 1,711 0 0 0 2,582
SRS 531 0 469 0 0 0 1,001
UM 497 709 730 25 0 59 2,019
Total 124,194 | 60,247 | 364,226 1,075| 19,343 1,222 570,307

TableC -2
Montana Department of Natural Resour ces and Conservation
Total Grazing Acresby Land Officeand Trust
FY 2004
Land Office
Trust CLO ELO NELO| NWLO SLO| SWLO Total
ACB 8,177 0 0 0 0 229 8,406
ACI 36,724 480 13,486 22 3,558 1,358 55,628
CS 837,626 | 901,064 | 1,554,695 | 15142 | 359,154 | 77,347 | 3,745,027
DB 21,222 0 3,027 0 0 0 24,249
PB 92,750 1,524 13,075 29 0 1,562 108,939
SM 19,331 228 17,047 320 0 40 36,967
SNS 29,483 723 15,817 0 0 42 46,064
SRS 34,330 141 11,001 0 3,249 0 48,720
UM 3,167 1,985 8,691 179 480 578 15,080
Total 1,082,809 | 906,145| 1,636,839 | 15,692 | 366,441 | 81,156 | 4,089,081

The distribution of agricultural acresis substantially the same asit was last year.
A few minor adjustments to the acreage have been made, but in percentage terms
these adjustments amount to less than a 1% change from the acreage distribution
in FY 2003.

37



The majority of the assets and the return on assets for Mineral lands are included
as part of the assets and return on the Agricultural and Grazing lands.

TableC -3

Montana Department of Natural Resourcesand Conservation
Total Net Agriculture and Grazing Assets by Land Officeand Trust
FY 2003 (Thousand of Dollars)

Land Office
Grant CLO ELO NELO | NWLO SLO| SWLO TOTAL
ACB $3,803 $0 $0 $0 $0 $113 $3,917
ACI $16,780 $324 $9,432 $19 $1,891 $590 $29,035
CS $589,490 | $720,548 | $1,451,055| $8,532| $228,284| $35,780| $3,033,689
DB $10,507 $0 $3,074 $1 $0 $0 $13,582
PB $47,222 $920 $8,587 $21 $0 $680 $57,430
SM $17,505 $153 $11,282 $139 $0 $17 $29,095
SNS $14,805 $356 $11,021 $0 $0 $19 $26,199
SRS $16,385 $94 $6,250 $0 $1,732 $0 $24,462
UM $2,349 $2,792 $5,627 $125 $255 $361 $11,508
TOTAL| $718,846| $725186| $1,506,327| $8,837| $232,163| $37,560 | $3,228,919

Agricultural and Grazing values on state trust lands are determined separately by
identifying the average Agriculture and Grazing value using estimates from the
Department of Revenue, then adjusting these values to trust land use levels (e.g.,

lower grazing rates on trust lands compared to private lands). Finally, the
estimates are regionalized based on land values identified in the Census of

Manufacturing, published by the U. S. Census Bureau. The separate Agriculture
and Grazing rates were then combined based on the proportion of agriculture and
grazing acresin each county. Finally, assets and returns are added from minerals
and other sources. Asset value on Agriculture and Grazing lands constitutes the

largest share of total asset value.
FigureC-1
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The total asset value on
agricultural lands was

$3,228,919,000 in FY 2004
compared to the estimated valuein
FY 2003 of $3,063,212,000.
Nearly all of theincreaseisthe
result of the increase in resource
values for both agriculture and
other trust resources. FigureC—1
shows a comparison of the last
three years. Nearly all of the

increase over the three-year period is the result of increase resource prices and a
small increase in agricultural acreage.
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Table C — 4 shows the total return to assets on agricultural lands.

TableC -4
Montana Department of Natural Resour ces and Conservation
Agriculture and Grazing Return on Assets by Land Officeand Trust
State FY 2004 (Thousands of Dollars)
L and Office
Trust CLO ELO NELO | NWLO SLO| SWLO| TOTAL
ACB $123 $0 $0 $0 $0 $6 $129
ACI 554 15 516 0 50 15 1,149
CS 18,128 29,177 73,516 182 6,061 838 | 127,903
DB 336 0 159 1 0 1 498
PB 1,483 45 453 1 0 28 2,009
SM 556 7 653 4 0 2 1,222
SNS 461 22 594 1 1 1 1,079
SRS 523 5 358 0 48 4 938
UM 107 86 313 2 7 7 522
TOTAL | $22,270| $29,356| $76,562 $192 $6,167 $902 | $135,449

The return on assets for FY 2004 was 43% higher compared to the FY 2003
return on assets. Figure C — 2 shows the return on assets for FY 2002 through FY
2004. Thelargeincrease in the return on assets for FY 2004 was the result of
primarily increased prices and revenue for minerals. Since a prorated portion of
the subsurface mineral returns are
included as part of the surface return,
agriculture and grazing shows the

greatest benefit from the large 10

growth in mineral prices and EZ

revenue. o

60

Table C — 5 shows the rate of return s

on assets. The average rate of return 2
FY 2003

in FY 2003 was 3.1%. The average
rate of return for FY 2004 was 35%
higher at 4.2%. Theincreasein FY
2004 was due primarily to the increase in receipts from all bureaus except
agriculture and grazing. Similar to last year, some rates of return are very high as
aresult of small acres with comparatively large appreciation.

FigureC-2
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Return on Assets FY 2002 - FY 2004
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TableC -5
Montana Department of Natural Resources and Conservation
Agriculture and Grazing Rate of Return on Assetsby Land Officeand Trust
Agricultureand Grazing Bureau FY 2004
Land Office
Trust CLO ELO| NELO| NWLO SLO| SWLO | TOTAL
ACB 3.2% 0.0% 0.0% 0.0% 0.0% 5.2% 3.3%
ACI 3.3% 4.6% 5.5% 2.0% 2.6% 2.5% 4.0%
CS 3.1% 4.0% 5.1% 2.1% 2.7% 2.3% 4.2%
DB 3.2% 0.0% 5.2% 11.3% 0.0% 0.0% 3.7%
PB 3.1% 4.9% 5.3% 3.9% 0.0% 4.1% 3.5%
SM 3.2% 4.4% 5.8% 3.2% 0.0% 8.9% 4.2%
SNS 3.1% 6.1% 5.4% 0.0% 0.0% 5.6% 4.1%
SRS 3.2% 5.2% 5.7% 0.0% 2.8% 15.6% 3.8%
UM 4.6% 3.1% 5.6% 1.9% 2.6% 1.9% 4.5%
TOTAL 3.1% 4.0% 5.1% 2.2% 2.7% 2.4% 4.2%

MINERAL LANDS

The trusts own about 6,300,000 acres in mineral rights. These rights are divided
in coal, oil and gas, and other minerals. From arevenue-generating standpoint,
coal, oil and gas generated about 98% of the mineral resource revenuein FY
2004, and the remaining 2% came from all other sources, mostly sand and gravel
extraction. Because the extraction of different mineralsis generally not mutually
exclusive, the value of the minerals and the asset values of each mineral is
additive. Each mineral’s asset value is estimated separately and then added to
achieve atotal value. The subsurface values can be added to the surface values to
obtain atotal estimate of valuesfor the trust. This section provides the
distribution of acreages by trust and land office and utilizes thisinformation in
conjunction with earnings to develop an asset value and rate of return on minera
properties.

Tables D-1athrough D-1c show the acreage associated with each of the mineral

resources. The largest number of acresis associated with oil and gas, followed by
coa and then other minerals.
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TableD —1a
Montana Department of Natural Resour ces and Conservation
Total Coal Subsurface Acresby Land Off iceand Trust
FY 2004
Trust CLO ELO NELO | NWLO SLO| SWLO Total
ACB 22,818 40| 12,732 0| 11,487 47,077
ACI 41,777 480 21,870 4,000 5,178 3,655 76,960
CS 1,382,944 | 943,879 | 2,223585 | 262,068 | 423,572 | 212,493 | 5,448,542
DB 25,367 4,309 9,659 0 1,835 41,171
PB 136,225 1,080 18,119| 40,574 0| 32,312 228,310
SM 42,704 228 26,492 | 12,176 0 4,667 86,267
SNS 49,461 28 19,369 | 10,166 0 4,516 83,540
SRS 50,729 141 12,875 1,469 3,850 9,061 78,125
UM 9,681 3,165 16,712 524 1,120 2,553 33,754
Total [1,761,706 | 948,828 | 2,343,372 | 353,368 | 433,720 | 282,580 | 6,123,747
TableD -1b
Montana Department of Natural Resour ces and Conservation
Total Oil and Gas Subsurface Acresby Land Officeand Trust
FY 2004
Land Office
Trust CLO ELO NELO | NWLO SLO| SWLO Total
ACB 22,373 12,732 0| 11,487 46,592
ACI 41,777 480 21,870 4,000 5,178 3,655 76,960
CS 1,350,477 | 1,014,746 | 2,339,728 | 262,172 | 434,190 | 207,222 | 5,608,537
DB 25,367 4,309 9,659 0 1,835 41,171
PB 92,941 1,080 5505 | 40,974 0| 32,312 172,812
SM 42,704 228 26,492 | 12,176 0 4,667 86,267
SNS 49,461 723 15558 | 10,166 0 4,516 80,424
SRS 50,457 141 8,510 1,469 3,850 9,061 73,488
UM 9,681 3,165 16,712 524 1,120 2,553 33,754
Total |1,685238| 1,020,390 | 2,438,685| 353,872 | 444,338 | 277,309 | 6,220,006
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TableD —1c
Montana Department of Natural Resources and Conservation
Total Other Mineral* Subsurface Acresby Land Officeand Trust

FY 2004
Land Office

CLO ELO NELO NWLO SLO SWLO Total
ACB 20,578 40 12,660 9,740 43,017
ACI 38,262 480 16,310 3,880 5,018 3,495 67,445
CS 1,243,870 | 1,005,326 | 2,127,556 251,938 409,456 182,555 | 5,220,702
DB 24,132 3,680 8,667 1,475 37,955
PB 118,188 1,617 18,857 40,377 30,510 209,549
SM 34,331 228 19,105 11,240 3,867 68,771
SNS 42,237 723 21,401 10,125 4,176 78,662
SRS 48,527 141 12,755 1,469 3,249 5,942 72,083
UM 5,026 2,694 10,061 364 480 1,917 20,541
Total | 1,575,151 | 1,011,036 | 2,229,765 340,719 418,203 243,677 | 5,818,723

* Includes all minerals except coal, oil, and gas

Coal, oil and gas asset values are calculated by first estimating known reserves.
The asset value is estimated by multiplying the current price times the estimated
production for the life of the field or deposit, estimating a net revenue based on
historic industry costs, and discounting this net revenue stream back to its present
value, using the known reserves and recent production levels to determine the
duration of production.

In estimating reserves on coal, and in particular on oil and gas, the reserves vary
with the price; as the price increases, additional oil, gas, and coal become
economic to produce, and the size of the reserve estimate increases. Conversely,
if pricesfal, lessail, gas or coal becomes economic to produce, and the reserve
estimate falls. For the purpose of this analysis, it was assumed: 1. The current
price will hold throughout the entire production of the field; 2. Only known
reserves, reserves based upon current producing fields are used in the estimate;
and 3. Production will continue at its current rate until the estimated reserves are
depleted.

The federal government publishes known Minera reserve estimates for each State
of the United States. This reserve estimate was used as the basis of estimating the
asset value for mineralsin the State of Montana. The analysis assumes that, on
average, the occurrence, type and volume of reservesis the same on State-owned
Trust Lands asthe rest of the state. The method used to estimate the asset value
for each different mineral category is discussed below. A summary of the all
mineral commodity asset valuesis shown in table D-2.

New acreage estimates have not changed the total acresto the extent that it did for
agriculture and Real Estate did. While the acreage changes will have a small
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effect other factors such as price changes are much more important factor in
changesto asset values and rates of return. Table D — 2 shows the Asset value for

al minerals.
TableD -2
Montana Department of Natural Resour ces and Conservation
Total Mineral Asset Value by Land Officeand Trust
FY 2004 (Thousands of Dollars)
L and Office
Trust CLO ELO| NELO| NWLO SLO |[SWLO Total
ACB $466 $0 $0 $6 $0 $4 $476
ACI 870 62 1,855 2 196 2 2,986
CS 25,154 | 123,329 | 210,680 115| 17,864 83| 377,224
D& DA 528 0 366 4 0 1 899
PB 1,947 132 494 18 0 14 2,605
SM 886 30 2,248 5 0 2 3,170
SNS 1,028 58 1,345 5 0 2 2,437
SRS 1,051 18 729 1 159 3 1,962
UNIV 200 385 1,414 0 35 1 2,036
Total $32,130 | $124,014 | $219,131 $156 | $18,254 | $111 | $393,795

For oil and gas, asset estimates are made using the estimated profit from oil
production to determine net industry rate profit. The profit level is obtained from
data published by the Energy Information Administration and the U. S.
Geological Survey. The asset value of the field is determined by first multiplying
the rate of profit by the Montana price per barrel and multiplying this amount by
the current production level extended until the field is depleted. Thisrevenue
stream is then discounted back at 4% to its present value. This number isthe
estimated asset value. A similar approach is used to determine the asset val ue of
gas. Thevaluefor oil and gasisrelatively large because of the relatively large
profit margins.

A similar method is used for coal but, because of the lower Ejrofit margins for
coal, the annual value of the income stream is much smaller™ However, the large
size of the reserve extends the production period and increases the asset value.

In addition, all of the national forecasts are predicting a decline in the price of
coal into the foreseeable future. Environmental restrictions make it more difficult
to utilize coa in the production of energy than other energy minerals. Another
l[imit on Montana' s coal reserve estimates is that Montana has large quantities of
relatively low-grade coal, which increases costs in the production of energy. For

® The smaller income stream to producers has little short-term impact on the revenue received by the state
for its coal royalties. The lower income level has a significant impact on the asset value of the reserves.
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these reasons, the time period used to estimate the asset value of coa reserves was
limited to thirty years.

Assets for other minerals (mostly sand and gravel) were estimated by capitalizing
the current level of production using a 7.2% average corporate bond Yield rate.

TableD -3
Montana Department of Natural Resour ces and Conservation
All Minerals Return to Assets by Land Office and Trust
FY 2004 (Thousands of Dallars)
Land Office
NW

Trust CLO ELO| NELO| LO| SLO |SWLO | TOTAL
ACB $75 $0 $0| $0 $0 $2 $77
ACI 146 7 351 0 19 0 524
CSs 5207 | 17,643| 37,409| 25| 6,384 7| 66,675
DB 86 0 59 1 0 0 145
PB 339 16 77| -4* 0 0 428
SM 143 3 391 1 0 0 538
SNS 168 10 223 0 0 0 401
SRS 189 2 116 0 14 1 321
UM 33 41 231 0 4 0 308
TOTAL |$6,385 | $17,721 | $38,857 | $24 | $6,421 $11 | $69,487
* The negative return shown here results from a prepayment refund

The return on assets for FY 2004 is show in Table D — 3. The return from mineral
lands istwice the FY 2003 amount. The FY 2003 return was $34,499,000
compared to $69,487,000 in FY 2004. Theincrease is due to ailmost entirely to an
increase in resource values, particularly oil and gas prices. The higher prices also
resulted in higher net revenue from minerals which increased from $11,311,000 in
FY 2003 to $15,170,000 in

FY 2004. FigureD -1
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TableD -4
Montana Department of Natural Resour ces and Conservation
Total Returnto Mineral Assetsby Land Officeand Trust
FY 2004
Land Office
Trust CLO ELO NELO| NWLO SLO| SWLO| TOTAL
ACB 16.0% 0.0% 0.2% 8.0% 0.0% 44.6% 16.2%
ACI 16.8% 10.8% 18.9% 2.5% 9.7% 2.6% 17.5%
CS 20.7% 14.3% 17.8% 22.0% 35.7% 8.7% 17.7%
DB 16.2% 0.0% 16.0% 15.4% 0.0% 6.9% 16.1%
PB 17.4% 12.1% 15.6% | -20.7% 0.0% 2.3% 16.4%
SM 16.2% 9.6% 17.4% 18.4% 0.0% 2.5% 17.0%
SNS 16.4% 17.3% 16.6% 2.6% 0.0% 2.5% 16.5%
SRS 17.9% 9.6% 15.9% 1.2% 8.7% 42.5% 16.4%
UM 16.4% 10.6% 16.3% 2.6% 10.9% 2.6% 15.2%
TOTAL 19.9% 14.3% 17.7% 15.3% 35.2% 9.8% 17.6%

Aswith the return on assets, the rate of return on assetsis up strongly in FY 2004.
Therate of 17.6% in FY 2004 is up 6.5% over theratein FY 2003. The reason
that the rate of return did not double like the total return is that the asset value
increased strongly in FY 2004 adso. Minerals continue to have the largest
overall rate of return.

Employee distribution and expenses

The allocation of expenses between land officesis based on several factors the
most important factor is the distribution of employment between the land offices.
Table E — 1 shows the distribution of employees between land offices.
Headqguarters or regional administrative employees are allocated based on the
distribution of regional employees. Fractional employment represents employees
who work in one or more bureaus or land offices. The table does not include
employees funded through either FI monies or general fund monies. Total
employment is 127.

TableE-1
Montana Department of Natural Resour ces and Conservation
Employment Allocated between Bureaus and L and Offices

FY 2004
Land Office
Bureau CLO ELO NELO| NWLO SLO SWLO Total
Forestry 3.40 1.10 0.44 39.21 0.55 21.52 66.21
Ag/Grazing 6.85 491 9.86 0.00 2.08 0.00 23.70
Real Estate 2.97 0.00 0.48 8.82 2.01 2.98 17.25
Mineral 1.43 291 4.27 0.00 1.43 0.00 10.03
Total 14.64 8.92 15.05 48.03 6.06 24,50 117.20
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TableE-1

Montana Department of Natural Resour ces and Conservation

Total Acresby Bureau and Land Officeand Trust

Land
Office ACB ACI CS| DDA PB SM SNS SRS| Univ. Total
Ag& Grazing - - 14,387 - - 320 - - - 14,707
NWLO Forest 12,212 3,398 209,153 8,584 40,591 10,718 | 10,154 1,309 160 296,247
Minerals 12,732 4,000 262,172 9,659 40974 | 12176 | 10,166 1,469 524 353,872
Real Estate 49 3 1,218 43 106 201 51 - - 1,671
Ag& Grazing 236 1,451 78,353 - 1,457 - 40 - 209 81,746
SWLO Forest 9,073 2,137 95,314 1,176 29,029 3,827 3871 4,928 1,280 150,636
Minerals 11,487 3,655 207,222 1,835 32,312 4,667 4,516 9,061 2,553 277,309
Real Estate 355 - 275 20 26 - 14 60 - 750
Ag& Grazing 8258 | 36922 866,159 | 21,758 | 95242 24,045 | 30,324 | 34532 | 3,663 1,120,906
cLO Forest 800 - 13,402 640 2,564 1,267 585 11,270 - 31,028
Minerals 22,373 41,777 |1,350477 | 25,367 92,941 | 42,704 | 49461 | 50457 9,681 | 1685238
Real Estate 440 636 11,612 372 1,693 211 53 2 17 15,035
Ag& Grazing - 14,926 | 1,996,077 3,860 14,301 | 18579 | 17,529 | 11,470 9,420 | 2,086,663
NELO quest - - 800 - - - - - - 800
Minerals - 21,870 |2,339,728 4,309 3,505 26,492 | 15505 8510 | 16712 | 2438685
Real Estate - - 1,328 - - 6 80 5 0 1,469
Ag& Grazing - 3,556 379,351 - - - - 3,249 480 386,635
sSLo Forest - - - - - - - - - -
Minerals - 5,178 434,190 - - - - 3,850 1,120 444,338
Real Estate - 20 2171 - - - - - - 2,191
Ag& Grazing - 480 962,150 - 1,524 228 723 617 2,694 968,416
ELO Forest - - - - - - - - - -
Minerals - 480 |1,014,746 - 1,080 228 723 141 3165 | 1,020,390
Real Estate - - 200 - - - - - - 200
Ag& Grazing 8,496 57,335 [4,296977 | 25619 | 112525 | 43172 | 48347 | 49,868 | 16468 | 4,659,074
Total Forest 22,085 5,535 318,668 | 10,400 72151 | 15813 | 14611 | 18,002 1,440 478,711
Minerals 46,592 76,960 |5608537 | 41,172 | 172812 | 86267 | 80424 | 73488 | 33,754 | 6,220,006
Real Estate 844 658 16,855 435 1,825 418 198 67 17 21,317
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